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THE RIGHT MODEL

What could he easier than ordering
all your groceries online and having
them deliverad to your dooestep at a
time you choose? No more driving to
the store, wasting gas and time, pushing
down aisles, jostfing with over-anxious
ers, waiting in the check out fines. For
‘thase who don't mind giving up the "social expeti-
ence" of shopping, as well as aspects like thump-
ig melons to test for freshness, tearing off a
shotk of sweet corn to smell for mold, or sam-
bi':ing a cut of salami before ordering, online gro-
cery shopping provides a compelling value
proposition. In 2009, an estimated 4 million
online shoppers, who are expected to generate
$8.7 biltion in online grocery sales at over 250
online grocers, made that trade-off.

Online grocery sales have grown 340% since
2003, and are expected {6 grow 17% annually to
$13.7 biliion by 2013. In fact, online grocery
sales are growing at nearly three tirmes the rate of
traditional grocery sales offtine. In a recession,
driven by the high cost of restaurant food, as well
as gas for cars, consumers are cooking at home
more often, and looking for food deals and con-
venience online. Online recipe sites are seeing a
doubling of traffic. Still, there's a lot of room for
future growth: online groceries still account for
only 1% of all grocery sales in the U.S.

There are three online grocery business mod-
els: start fresh, leverage out, and local bulld. The
histery of large-scalé online grocery begins with
the "start fresh® approach of Webvan, launched in
1999 with $400 million of venture funding, and
ancther $600 million of stock sales to the public.
Webvan's business plan was audacious: start a
totally new nationwide, online, grocery distribu-
tion system serving 10 cities at first, and expand-
ing to additional major cities in a few years.

-ahead of its time: very few customers felt com-

ONLINE GROCERS: FINDING AND EXECUTING

When Webvan flamed out in July 2601 after hav-
ing spent almost $1 billion trying o build the
Web's largest online grocery store based on huge
distribution warehouses in seven U.S. cities, mast
pundits and investors thought the entiré onlirie
grocery business maodel was either a failure of a’
fraud. Facing the costs of building an entirely niew
distribution system of warehouses and truck fleets ;
1o compete with existing grocery businesses, not f
to mention the expense of marketing, and a huge
IT infrastructure, Webvan compounded its proh-
lems by offering below-market prices and frée
delivery of even small arders at just about any
time of the day or night in urban areas often
clogged with traffic. Webvan is generally consid-
ered to be the largest and most spectacular é-
commerce faifuré in history. That said, it was also

fortable ordering "hlgh touch" goods online |n
2001. Today, the culture of online purchasing has
changed. 1

Despite Webvan's failure, the pundits have
proven to be wrong again. Online grocery is alive,
well, growing rapidly, but with different aspira-
tions and business models. Pundits did not count
on Manhattan's FreshDirect (and hundreds of
other local niche online grocers) or the ability of
traditional grocery chains to move into the ashes
of the enline grocery business to create solid,
profitable businesses. These firms are learning
how 1o exploit this potertial market with prof-
itable business models.

The largest online players today are tradi-
tional firms such as California‘'s huge Safeway.
Stores, APSupermarket.com, and Shoprite.com%;
in the North East, and Royal Ahold (Dutch owner;
of the U.S. Stop & Shop and Giant food stores, i
among others, and the Internet firm J
Peapod.com). Big-box discount stores such as ’



Costco, BJ’s, and Sam's Club also offer onlina
grocery services, These firms are leveraging
their existing nationwide distribution and sup-
ply chain systems, as well as their thousands of
focal stores, to provide shoppers with the
opportunity of selecting what they want onling,
and then picking it up at the local stores ar hav-
ing it delivered by the local stores. These U.S.
firms foliowed the lead of the successful British
grocer Tesco. Tesco is the fargest chain of
supermarkets in Britain and opened an oniine
division in 1990. It is considered to be the
largest and most successful online grocery store
in the world.

in the United States, Safeway's wholly-
owned subsidiary GroceryWorks.com provides
online shopping and delivery services for Safe-
way stores in California, Oregon, Washington,
Arizona, Maryland, Virginia, and the District
of Columbia; and for Vons stores in Southern
California and Las Vegas, Nevada. Customers
register oniine, entering their personal infor-
mation, including their frequent shopper cards.
They are shown lisis of recently purchased
items to speed selection. The prices of goods
are the same as those in the siores. Safeway
has so-called "pickers" roam the aisles of nearby
stores using a computerized picklist that directs
them through the store in an efficient pattern,
and even specifies the order of packing goods
into bags. The orders are put into a van and
delivered to the customer within a two-hour
window for a fee of $10.

At Royal AHold's Peapod.com, which
serves its Stop & Shop and Giant Food store
customers in 18 regional markets, shoppers
can view both their online ordering history and
their offline purchases at nearby stores during
the previous four months. The Web site also
features a shopping list that displays items in
the order they can be found at the customer's
local store. Customers have the option of order-
ing online and picking it up at the store, or

printing the shopping list and taking it to the
store. For these traditional supermarket chains,
the value being offered to customers is conven-
ience and time savings at prices only margin-
aily higher than self-shopping.

FreshDirect exemplifies the third and most
common online grocery business model: local
build. Other well-known local niche players
inctude Inland Marine (Houston), Gopher Gro-
cery (St. Paul), and Greenling (Austin), all with
revenues greater than $1 million. These local
online grocers focus on knowing their local cus-
tomers, high-guality fresh produce, low costs,
and convenient delivery.

In July 2002, Joe Fedele and Jason Acker-
man founded FreshDirect as a new kind of high-
guality and high-tech food- preparation and !
delivery service in Manhattan, and raised $120 ;
mitlion in venture funding, Operating ouf of a
300,000-square-foot plant in Queens just
across the river from Manhattan, FreshDirect
trucks deliver groceries to densely populated
Manhattan, Brooklyn, and Queens ai prices
25% below what most New York grocers
charge. It charges a $5.49-$6.79 delivery fee,
depending on focation and size of order, and
raquires a minimum order of $30. The value
proposition to consumers is convenience and
time savings, but also higher quality at lower
prices.

How can FreshDirect succeed at these
prices? One answer is that FreshDirect concen-
trates on very fresh perishable foods and stays
away from low-margin dry goods. For instance,
the FreshDirect Web site features around
3,000 perishables and 3,000 packaged goods
compared to the typical 25,000 packaged
goods and 2,200 perishable items that a typical
grocery store offers. To do so, FreshDirect cre-
ated the most modern automated perishable
food processing plant in the United States.
While most of the factory is kept at 36 degrees
to ensure freshness and quality contre!, dedi- §




tated areas vary from a low of minus 25
‘degrees for frozen foods to a high of 62 degrees
in one of its specially designed fruit and veg-
‘ttable rooms. At the factory, FreshDirect
Butchers meat from whole carcasses, makes its
“awn sausage, cuts up its own fish, grinds coffee,
akes bread and pastries, and cooks entire pre-
aréd meals. FreshDirect employs the same
THake-to-order," manufacturer-direct phileso-
iy as does Dell. Cleanliness is an obses-
on—the factory was built to exceed U.5.
epartment of Agriculture standards.

Critical to the success of FreshDirect is a
wwer 1T infrastructure that seamlessly con-
cts online custemers to inventory, bitling, and
j'tFl‘é'n to truck delivery. The firm uses SAP soft-
3_ are {an enterprise reseurce planning system)
“track invenfory, compile financial reports,
products to fulfill customers' orders, and
isely control production down to the level
iling bakers how many bagels to cook each
cday and what temperature fo use. It uses auto-
gmqt_éd carousels and conveyors to bring ordérs
g_jt;ej: od-prep workers and packers. The FreshDi-
vect Web site is powered by BEA Systems'
;Wehlogic platform, which can track customer
“preferences, such as the level of fruit ripeness
fesired, or the preferred weight of a cut of
'meat. FreshDirect aiso uses NetTracker, Web
site traffic and online behavior analysis soft-
war . to help it better understand and market
 online customers. At peak times, the Web
¢ has handied up to 18,000 simultaneous
hap'ping sessions. The final piece in the for-
mu]a for profit Is a supply chain that includes
dea!mg directly with manufacturers and grow-
; thus cutting out the costs of middle-level
tributors and the huge chains themselves.

FreshDirect does not accept slotting fees—pay-
ments made by manufacturers for shelf space.
Instead, it asks suppliers to help it direct mar-
ket to consumers and to lower prices. To further
encourage lower prices from suppliers,
FreshDirect pays them in four business days
after delivery, down from the industry pattern
of 35 days.

FreshDirect was profitable for the first time
in 2008. The key to profitability has been
improving their execution of the initial concept.
In recent years, they have introduced the fol-
lowing "custormer centric” ideas:

* Produce: Employed experts to rate the
freshness of all produce and set prices accord-
ingly. This reduces customer concerns about
not being able to feel the product.

* Packaging: Eliminated the use of foam,
and reduced the number of cardboard boxes by

"1.5 million in response to customer complaints.

* Favorites: Developed a customer relation-
ship management systemn that tracks each cus-
tomers’ past purchases, and presents them
on-screen far re-ordering. Increased order size
by 10%. )

¢ Recommender system: Added a YMAL
(You-Might-Also-Like) cross-selling tool, which
recammends products that other customers
purchased. Added 5% to total revenue.

With these features and direct mail cam-
paigns, FreshDirect increased customer loyafty
and reduced its churn rate (the number of cus-
tomers who leave the service). Currently, 65%
of its total customer base are repeat, toyal cus-

tomers, whose average order size is over $100,

and who contribute 80% of FreshDirect rev-
enues.
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